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Dear Mr. Caton:
Re: CC Docket No. 96-45, Federal-State Joint Board on Universal Service
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Please stamp and return the provided copy to confirm your receipt. Please contact

me should you have any questions or require additional information concerning this
matter.
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Universal Service

COMMENTS OF PACIFIC BELL DOCKET FILE Copy CRIGINA
REGARDING STAFF WORKSHOPS ON AL
PROXY COST MODELS

L SUMMARY
Pacific Bell makes the following points regarding the January 14-15, 1997 proxy model
workshops:

e The Commission’s decision on proxy models is a critical one. However, proxy models are
not a panacea. Models should not be used to size the universal service fund, because their
forward-looking nature omits ILECs’ legacy costs and actual, current costs. Rather, they
should be used to disaggregate the fund to small units of geography once it is sized. We
believe the Commission’s forward-looking approach is causing potential facilities-based
competitors to alter their plans to enter the market because the approach does not assure
adequate cost recovery.

e Any proxy model chosen should target support to small geographic units. The current
Hatfield model fails to do this. The Benchmark Cost Proxy Model (“BCPM”), sponsored
by Pacific Bell, U S West and Sprint, on the other hand, is capable of running and
producing results at the Census Block level.

e A proxy model’s assumptions should be internally consistent.

e The BCPM contains proper switch, expense and fill factor data.
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IL INTRODUCTION

Pursuant to Commission request,’ Pacific Bell hereby submits comments regarding the
staff workshops that occurred on January 14-15, 1997 on the subject of the use of cost proxy models in
connection with the Universal Service docket.

The cost proxy workshops held by the FCC on January 14 and 15, 1997, were well
thought out, executed and delivered. Much valuable information was put on the record for the
Commission to use in its analysis of the proxy models. Pacific Bell, along with its co-sponsors,

U S WEST and Sprint, appreciated the opportunity to present their jointly-developed Benchmark Cost
Proxy Model (“BCPM”).

The decision of the Commission on the very important issue of proxy models will
determine not only the compensation carriers will receive for services provided pursuant to the
universal service mandate, but may also set the standard to which the network will be built in the
future. The availability of affordable basic service in high cost areas will be impacted by the degree to
which support provided by the model covers the cost carriers incur to provide that service. For these
reasons, the selection of the model, the inputs into the model, and the outputs the model yields will
have an impact on the evolution of local telecommunications markets and the development of
competition in these markets.

The primary reason Pacific Bell developed proxy models was to allow for the targeting
of high cost support. Today, we support affordable rates in our high cost areas in a number of ways:
urban area rates are set higher than cost, business lines are priced higher than residence lines, custom

calling features are priced well above costs, and access charges provide a positive contribution. The

! See Public Notice, Federal-State Joint Board on Universal Service: Staff Workshops on Proxy Cost
Models, DA 97-88 (rel. Jan. 15, 1997).
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Telecommunications Act of 1996 requires that this system of implicit support be replaced with
specific, predictable, and sufficient explicit support. In order to make this change and size the fund
correctly, high cost support needs to be carefully targeted only to those areas where it is actually
needed.

It would be inappropriate to provide support based on statewide average costs or
revenues from other services. Since most LECs keep their books and accounts at the Study Area level,
it is critical to have a tool to allocate support to small geographic areas. This requirement led to the
development of our initial proxy model, the Cost Proxy Model (“CPM”) and to our collaboration with
U S WEST and Sprint on the BCPM.

In its Recommended Decision, the Joint Board set forth eight criteria for an acceptable
proxy model. As we outlined in our comments on the Joint Board’s recommendation, we believe some
of the criteria are faulty because they do not allow ILECs to recover their legacy costs, and do not
adequately cover current, actual costs. However, assuming, arguendo, that the Joint Board’s criteria
are appropriate, the BCPM is the only model that meets each criterion and provides a workable
framework for accurately targeting support.

A number of issues covered during the panel discussions merit special emphasis, since
they are crucial to the decision the Commission must make over the next few months.

II.  PROXY MODELS MAY BE USED TO DISAGGREGATE, BUT NOT SIZE, THE
UNIVERSAL SERVICE FUND

Proxy models are essential to disaggregate to small units of geography, but not to size,
the universal service fund. A forward-looking approach to sizing the fund ignores our actual, current
costs and our legacy costs. If a forward-looking approach is used, it must be augmented with a

recognition of the historical costs that regulators failed to let the ILEC recover. In the past,
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depreciation rates were set relatively low so that the basic rates could also be set low. This worked
well in a regulated environment, where regulators had a commitment to making the company’s
investors whole. However, the Commission’s commitment to making investors whole is now being
threatened. This capital underrecovery must be recognized and subsidies set accordingly.

In addition, calculation of costs must be based on reasonable inputs and modeling. The
actual expense of providing service in high cost areas must be covered to encourage competition and
infrastructure build-out. Over the last several months we have watched the market react to the signals
sent by various regulatory bodies, starting with the Commission’s Interconnection decision, and the
reaction has been the opposite of what the Telecommunications Act of 1996 intended. During this
period, both AT&T and MCI have announced significant rollbacks in their plans to build competing
local networks. They have stated that they intend to enter the local markets primarily though resale of
elements of the incumbents’ networks. Most recently, Time Warner has announced a major scale-back
in their local market entry plans, citing recent regulatory decisions as one of the reasons for their
decision. Thus, in several months’ time, billions of dollars of business plans to enter the local market
have been shelved.

The Commission must heed the voice of the market. If the universal service fund does
not provide carriers adequate reimbursement for their costs of serving high cost areas, the facilities-

based competition the Commission seeks to promote will not come about.

IV. A UNIVERSAL SERVICE MODEL SHOULD TARGET SUPPORT TO SMALL
GEOGRAPHIC UNITS

The problem with the current universal service mechanisms is that they are, for the most
part, implicit. Change is needed to move these implicit subsidies to explicit subsidies that are properly

targeted to small geographic areas. The BCPM is capable of running and producing results at the
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Census Block level, although it currently has been filed at the (larger) CBG level. The extra
granularity in the data from either the CB or the grid calculations correct many of the deficiencies in
using CBG data, e.g., misassignment of customers to wire centers, miscalculation of distance, and
erroneous assumptions of equal population dispersion within a CBG.

The Hatfield model (version 2.2.2) does not produce results at the CBG level, and the
Hatfield developers have no plans to go down to the even smaller Census Block or grid levels. Thus,
the Hatfield model will be unable to disaggregate universal service funding to small enough geographic
units to ensure some level of accuracy in the level of costs the model produces. The Commission
should not consider a model incapable of this level of specificity.
V. THE MODEL’S ASSUMPTIONS SHOULD BE INTERNALLY CONSISTENT

Assuming that a model is used at all, the model must have internally consistent
assumptions if it is to produce accurate and realistic results. Since the Commission has required a
forward-looking model that analyzes the cost of an efficient new entrant, the other model assumptions
must also be forward-looking.”> Specifically, the capital costs used in the model must be based on the
forward-looking cost of capital depreciation and future net salvage, and must be properly matched with
the forward-looking expenses in the cost model.

In a competitive marketplace, market share and customer retention issues increase the
risk for telecommunications providers. This increased risk will cause the cost of capital to increase.

For this reason, the cost of capital in a forward-looking, competitive marketplace must be set higher

than the 10% historical basis.

2 This argument does not alter our general opposition to forward-looking models. We are simply
pointing out here that if the Commission insists on such a model, it must ensure that the model’s inputs
are internally consistent if the model’s results are to have meaning.
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In addition, as the market becomes more competitive and technology changes more
rapidly, the economic useful lives of assets will shorten markedly. This phenomenon has been seen in
IXCs’ and CLECs’ depreciation rates. Based on 1995 results, the average life of plant for AT&T,
MCI, MFS, and TClI is 10 years. This is well below the average of what has been used in any of the
proxy models. Therefore, we recommend that the Commission set depreciation rates at a value that
recognizes the risks inherenet in a competitive marketplace.

VI. THE BCPM CONTAINS APPROPRIATE INPUTS

As we explain below, the BCPM contains proper switch, expense data and fill factor
inputs.

The switch costs in the BCPM are not overstated. The Commission appears to support
differentiation of switch costs between host and remote switches. However, in collecting the switch
cost data, the BCPM team asked the suppliers of the data to include the cost incurred at the host in the
remote data. This alleviated the need to analyze both host and remote switch data. Moreover, the
BCPM examines the average cost of switching for a customer in a given area. The BCPM model
currently uses a switch curve for large companies; however, the BCPM can use three or more switch
curves -- one for large companies, one for medium size companies, and one for small companies.
However, if the Commission believes it necessary to verify these switch costs, we recommend that the

Commission issue a data request to switch vendors. The vendors could then furnish data pursuant to

the Commission’s confidentiality provisions.’

3 See “The Use of Computer Models for Estimating Forward-Looking Economic Costs: A Staff

Analysis,” CCBPol 97-2, DA 97-56 (rel. Jan. 9, 1997) at 6-7, § 15 (suggesting using proprietary data,
with protective orders, in models).
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In addition, the BCPM’s expense data is accurate. A careful analysis of the data for
those companies responding to our data request shows a close match between expenses and the number
of lines. Moreover, despite charges that the BCPM’s expense figures are not forward-looking and are
based on purported ILEC “inefficiencies,” the expenses actually represent only approximately 46% of
the ARMIS accounts, even though local service investment represents approximately 66% of the
ARMIS totals. Regardless of how expenses should be modeled (e.g., based on number of lines,
investment, or some other criterion) the BCPM model will be flexible enough to accommodate a
variety of expense allocation theories.

Finally, in regard to fill factors, the Commission appears to be assuming that fill factors
should be set relatively high. However, the use of high fill factors ignores the reality of growth, state
mandated service requirements (e.g., that service be provided within a certain number of days), and
customer churn. It is more cost effective to install more plant now rather than at a later date.
Therefore, a lower fill factor can result in a lower cost for the customer. In addition, the Commission
appears to assume that a model should reflect a one-time build-out of the entire network. This
assumption severely underestimates the true cost that efficient new entrants would face, since they

would build plant in stages. To minimize costs and maximize efficiency, the Commission and the
models should support a staged build-out.

VII.  CONCLUSION

Proxy models are not a panacea. They are useful in disaggregating cost information
into small geographic units, but, at least as the Commission currently envisions them, they are not
appropriate to sizing the fund. This task requires consideration of actual, current costs and ILECs’

legacy costs. The Commission’s reliance only on forward-looking costs to size the fund repeats the
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error of its Interconnection decision. Actual market activity indicates that such reliance is deterring
entry by new facilities-based competitors.

Moreover, if proxy models are used, they must be used correctly. They must not — as is
the case with the current version of the Hatfield model ~ contain internally inconsistent data. They
must disaggregate the data to small geographic units, the BCPM does this, but the current version of
Hatficld does not. We believe the BCPM represents the best approach to models, and urge the

Commission to give it careful consideration.

Respectfully submitted,

PACIFIC BELL

SARAHR. :I'HOMAS

140 New Montgomery Street
Room 1522A
San Francisco, California 94105
(415) 542-7649

MARGARET E. GARBER
1275 Pennsylvania Avenue, NW,
Washington, D.C. 20004
(202) 383-6472

Its Attorneys

Date. January 24, 1997
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